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Decar Ms. Webb and Mr. Katz:

The Futures Industry Association (“FIA™! and the Sceuritics Indusiry Association
(“SIA™)” are pleased to submit this joint comment letter in response to the captioned
proposed rulemaking (the “Proposed Rules™) by the Commodity Futures Trading
Commission {the “CF1(C”) and the Securities and Exchange Commission (the “SEC”)
(togelher, the “Commissions™). We commend the Commissions for their ¢(forts to
address the complex issues presented by the application of statutorily mandated margin
regulations to security futures contracts. The Associations support many aspects of the
Commissions’ proposcd rulemaking. The Associations belicve, however, that certain
fundamental changes in the structure of the Commissions’ approach are necessary. The
principal comments of the Associations are summarized immediately below:

First, the Associations believe that it is essential that the Commissions enable firms to
use their existing systems and processes to comply with customer margin requirements to

' Fl1A is a principal spokesman {or the commodily futures and options industry. FIA’s regular
membership is comprised ot approximately 30 of the largest futnres commission merchants (* FCMs™) in
the United States, the majority of which arc registered broker-dcalers. Among its associatc members are
representatives from virtually all other segments of the futures industry, hoth natinnal and international.

1 SIA brings topether the shared interests of nearly 700 secutities firms to accomplish common goals. STA
member firms {including investment banks, broker-dealers, and mutwual fund companies) are active in all
1.5, and forcign markels and in all phases of corporate and public finance. The U.S. securities industry
manuges he accounts of neatly 80 million investors directly and indirectly through corporate, thrifi, and
pension plans. and pencrates $358 billion of revenue. Sceuritics firms cmploy approximately 760,000
individuals in the United States. More information abeut STA 18 available on its home pape:
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the maximum extent consistent with statutory mandates under the Commodity Futures
Modernization Act of 2000 (“CFMA”). Such an approach would be consistent with the
Commissions’ Joint Release on Customer Protection and Recordkeeping, 66 Fed. Reg.
50786 (October 4, 2000) (the “SIPC/Seg Rule Proposal’). In this regard, the
Associations note that the application of Regulation T (“Reg. T”) to futures accounts will
create signilicant operational and cost obstacles to the use of futures accounts for
carrying security futures contracts. The Associations do not believe that the application
of Reg. T to [utures accounts is necessary in order to accomplish the Commissions’
statutory mandate, and recommend an alternative approach to accomplishing the
Commissions’ pulicy objectives.

Second, the Associations believe it is important that the Commissions’ proposed margin
framework accommodate the implementation of portfolio margining at an early stage.
The Associations view the principal function of margin as affording protection from the
credit risk implicit in securities futures, options or the financing of securities. As a result,
margin requircments for a particular product should be related to the specific market risk
associated with that product. Since the specific market risk associated with individual
securities varies with the underlying security, margin requirements should also vary in
relation to the level of markel risk associated with the underlying security. The most
effective way to accomplish this result is through the implementation of a risk-based
system of portfolio margining, consistent with the recommendations of the Board of
Govemnors of the Federal Reserve System (the “FRB”™) in connection with the FRB’s
delegation to the Commissions of margin rulemaking authority for security futures.
Recognizing the complexitics involved in implementing portfolio margining, the
Associations recommend that such implementation occur on a phased-in basis.

To the extent that there is a need {o cstablish a single minimum margin requirement for
security futures contracts, members of the Associations are divided as to the minimum
level of initial and maintenance margin that should be required for these contracts. Some
members support the Commissions’™ proposed 20% minimum margin requirement for
outright security futures positions. These members believe that 20% is appropriate in

3 Inits March 6, 2001 letter delegating margin seiting autherity to the Commissions, the FRB stated:

The Board requests that the Commissions provide an assessment of progress toward adopting
more risk-sensitive, portfolin-hased approaches to margining sceuritics futurcs preducts. The
Board has encouraged the development of such approaches by, for example. amending its
Regulation 'L so that porifolio margining sysiems approved by the Securities Exchange
Commission can be used in lieu of the strategy-based system embodied in the Board’s regulation.
The Board anticipates that the creation of seeurity [uture products will provide unother opportenity
to develop more risk-sensitive, portfolio-based approaches for all securities, including security

options and security futures products.

Sece Letter dated March 16, 2001 (rom the FRE to Jumes E. Newsome and Laura 8. Unger (“FRB
Prelegation Letter™). .



light of the CFMA and the margin requirements applicable to listed security options.
These members further believe that 20% provides adequate protection in the context of
the customary T+1 settlement of margin calls, and that brokerage firms may obtain
additional protection by implementing higher customer margin requircments on an
individual firm basis.

Other Association members share a concern that a 20% minimum margin requirement is
too low, even in the context of a T+1I margin settlement cycle. These concerns refate to
prudential considerations, as well as to concerns that the margin requirements across
similar products lack comparability and the resulting potential for detrimental regulatory
arbitrage. These firms would prefer a minimum initial and maintenance margin
requirement of 25%.

All members strongly believe, however, that a '1+5 margin collection period is nccessary
in order to avoid the processing complications that would arise from carrying positions
subject to different margin collection pertods in a single account and processing stream.,
Firms are generally required to take a capital charge on T+5 under both SEC and CFIC
net capital rules in the event that a customer fails to satisfy a demand for initial margin by

that time.

These comments and the Associations’” more specific proposals regarding the structure
and other elements of the Commissions’ rulemaking are discussed in greater detail below.
We have also included in Appendix I to this letter responses 1o the questions on which the
Commissions specifically requested comments. The Associations expect to scparately
submit to the Commissions more detailed information supporting certain
recommendations made below, including detailed rule proposals that would integrate and
implement the Associations® structural and related substantive comments.

I. Framework for the Application of Margin Reguirements to Security Futures.

The Commissions’ approach to margin requirements for security futures should be
consisicnt with the approach they have adopted in the SIPC/Seg Rule Proposal.

The SIPC/Seg Rule Proposal would permit firms dually registered as full-purpose broker-
dealers and as full-purpose FCMs (“Dual Registrants™) to determine whether to carry a
customer’s security futures positions in a securities account, in accordance with
applicable SEC regulatory requirements, or in a futures account, in accordance with
applicable CFIC regulatory requirements. Flexibility in the selection of regulatory
account structie is necessary in the first instance because it is not possible, except at
extraordinary cost (if at all), simultaneously to comply with the SEC and CFTC
regufatory requirements applicable 10 customer accounts. Limiting the resulting
regulatory obligations to those that apply by their terms to the selected account structure
is also critical because it maximizes the ability of Dual Registrants who have selected one



or the other account structure to use their existing trade processing, back oftice and
rcgulatory compliance systems in conducting that customer business.

Unavoidably, the hybrid characteristics of security futures and the unique statutory and
regulatory regime applicable to them will necessitate a number of systems and
operational modifications in order for firms to conduct this new activity. The
Associations’ members continue (@ work on identifying required modifications. The
Associations cannot overemphasize, however, the importance of minimizing the number
and scope of the modifications that firns must make to conduct this business, particularly
modifications that involve fundamental changes and necessitate the integration of entircly
new and exogenous systems into existing, integrated processing systems that are
premised on fundamentally different processing concepts.

The application of a particular margining framework to customer accounts presents
equivalent considerations.

A. Reg. T Should Not Be Applicd to Sccunity Futures Maintained in a Futures
Account.

In light ot the considerations referenced immediately above, the Associations do not
believe that the application of the margin account requirements of Reg. T to a futures
account can be justificd by a cost benefit analysis. The imposition of Reg. T with respect
to futures accounts would require the restructuring of FCMs® accounts and related
systems changes. (See App. I, Q&A 2(a).} The Associations’ members belicve that the
development costs and personnel resources necessary to develop and implement the
systems and processes 1o comply with Reg. T in relation to futures accounts and to staff
the ongoing compliance function would be considerable. (See App. 1, Q&A 2(b).) While
the Associations’™ membcers have not developed detailed specitications for the necessary
changes and therefore have not quantified the extent of the costs and personnel resources
that would be associated with such development, there is uniform agreement that such
cosls would be substantial and would, by any quantitative measure, significantly
outweigh the benefits that would be derived from such an approach. (See App. [, Q&A
2(c).) Association members “guestimate” that any systems development effort for an
individual tirm would likely be measured in several thousands of personnel hours and
would entail significant “opportunity” costs. FFirms would also likely incur substantial
ongoing personnel training and employment costs.

In addition, the application of Reg. T to futures accounts, particularly accounts that
include futures other than security futures, would create numcrous compliance problems
under Reg. T. (See App. I, Q&A 2(u), 3 and 4.)

1 Asnoted in the joint comment letter of cven date of the Associations, the Associations strongly endorse
this aspect of the Commissivns” SIPC/Seg Rule Proposal,



We note in this connectjon that the CFMA did not mandate the application of Reg. T to
security futures maintained in a futures account (or in a securities account for that
matter). Additionally, the application of Reg. T to futures accounts is not necessary to
achieve the Commissions’ relevant policy objectives. (See App. I, Q&A 9.} Indeed, we
belicve that the imposition of Reg. T with respect to security fittures is inconsistent with
Congress’s goal of facilitating trading in security futures by January (or April) 2002. On
the other hand, the Commissions’ policy objectives and the CFMAs statutory mandate
can readily be satisfied by adopting a new, stand-alone margin rule incorporating
provisions described immediately below governing the conduct of financial relations with
respect Lo sceurity futures positions carried in a futurcs account,

The Associations recommend that the Commissions jointly adopt rules or rule
amendments specifically applicable to security [utures {which, whether in the form of a
new stand-alone rute or amendments to existing rules, or a combination of the two, arc
referred to herein for convenience as the “SF Margin Rules™) providing with respect to
security futures carried in a futures account in accordance with proposed CFTC Rule
41.42 that:

(1) tnitial and maintenance margin requirements and acceptable margin
collateral (and haircuts) applicable to security futures are to be established
by the listing exchange (as is the case with listed security options under
Reg. T);

) as a condition {o the delegation (o listing exchanges of margin setting
authority, exchange margin rules would be subject to approval by the
Commissions,” as in the case of listed sceurily options (subject 1o an
exception for the imposition of higher margin levels, which should be
permitted to be implemented by immediate exchange action); ©

€} creditors would be obligated to comply with CFTC regulations and Self-
Regulatory Organization (“SRO"} requirements with respect to the
consequences of and obligations arising from customer margin
delinquencies;’

* Although the Commissions® authority to require approval of certain rules is circumseribed under the
CIFMA, the Associations do nol believe thut these provisions limit the ability of the Comimissions to require
prier approval of exchange margin requirements for sceurity futures. 'The Commissions arc not required
under the CFMA to delegate margin setting autharity to the exchanges (although doing s0 would establish
“consistency” vis-a-vis listed options), and theretore may, as a condition to the delegation, impose
reasonable rule approval requirements.

© Fhe Associalions believe that listing exchanges should have the authority to raise margin levels when
necessary by immediate action.

Under current praciice in the futures market, margin cails are made on T+1 and customers are expected
to satisfy margin calls {uniess made Jale in the day) on a sume day basis. I(a murgin call remains



{4) the requirements described in clauses (1) — (3) would be required to
UumEIy with statutory parameters as 10 comparability, minimum levels,
cte.;” and

() the accouni must be maintained in accordance with CFTC requirements
applicable to fitures accounts, including the capital implications of the
failure to collect customer margin.

SEC and CFTC (and related exchange) rules governing acceptable collateral, collateral
haircuts, margin payment extensions or close-out requirements, daily pricing conventions
(for determining current market value) and the like do not need to be identical.  Whether
the rules applicable to a futures account are consistent with thase applicable to sccuritics
accounts should be evaluated by determining that the relevant standard does not create a
material incentive for customers to carry security futures pasitions in a fitures account
rather than in a securities account.'” It is not necessary that the application of these
requirements to securities accounts and futures accounts be the same. 'The Associations
believe that, in relation to these issues, current CFTC and exchange rules applicable to
futures are sufficiently similar to the rules applicable to listed securities options that they
do not create such material incentives. (See App. [, Q&A 9.)

A listing exchange that has not established a mimimum initial and maintenance margin
level complying with the SF Margin Rules should be prohibited from listing security
futures for trading.

unsatisfied after T+35, the carrving FCM 15 required to dednct the deficiency in computing its net capital
under CFTC Rule 1.17. There are no CFTC, exchange or SRO previsions for extending the collection
perivd and no requirement that an FCM liquidate the customer’s positions after T+5.  In contrast, if a
securitics customer fails to salisfy an initial margin call by T+5, unless an extension is granted by an SRO,
positions of the customer adequate to satisly the deficiency must he liguidated. [f there is a remaining
margin deficiency helow SRO levels, a charge for the deficiency must be reflected in the currying firm’s
net capital computation under SEC Rule 15¢3-1 and must, in any event, he satistied by 'T+15.

¥ Under this approach, it is impostant that in any adopting release the Commissions previde clear guidance
to listing cxchanges with respect Lo the mwinimum margin requirements that the Commissions would regard
as “consistent” with those applicable to comparable listed security oplions, such as that the minimum
rcquircment be ne less than the level {20/25%) ultimately specified by the Commissions.

® Variation margin would be handled under this approach in 2 manner consisient with current practice and
in the same manner we understand the Commissions contemplate for the handling of variation margin for
securily [ulures carried in a sccurities margin account. That is, daily variation margin wonld be payable in
cash and may bc used to margin other open [ulures positions, 1o the extent not withdrawn or needed to fund
initial or maintenance margin requirenents in the customer’s account.

" See the discussion in Section [13.6 below with respect to 1he issue of day trading and the potential
applicatton of margin rcquirements for pattern day traders.



Finally, the required margin levels for security futures under the rules of any SRO that
has not expressly adopted applicable requirements should equal the requircments under
the rules of the listing exchange.

B. Application of Reg. T to Security Futures Maintained in a Securities Account.

The Associations agree with the Commissions’ proposal that security futures carried in a
securities account should be governed by Reg. T, subject 1o the security futures-specific
modifications that are mandated by the CI'MA and certain necessary conforming changes
identificd beJow. ' Accordingly, the Associations recommend that the SF Margin Rules
require financial refations with respect to security futures carried in a securities account
in accordance with proposed SEC Rule 15¢3-3(0) to be recorded and conducted in
acuurdagce with the provisions of Reg. T, as modified by the provisions summarized
below:

(1) mitial and maintenance margin requirements applicable to security futures
carried in a securities account would be established by the listing
exchange (as is the case with listed securities options under Reg. T);

(2) the margin requirements described in clause (1) would have to comply
wilh the CFMA s stalulory paramelers as 10 comparability, minimum
levels, etc.; !

3) as a condition to the delegation to listing exchanges of margin setting
authority, such rutes would be subject to approval by the Comimnissions, as
in the case of listed security options (subject to an exception for the
imposttion of higher margin levels, which should be permitied to be
implemented by immediate exchange action).'* (See App. I, Q&A 24.)

In addition, the Associations believe that the following conforming modifications and
clarifications to Reg. T are necessary to accommodate security futures:

(1) Variation Margin. The Associations understand that, as contemplated
under the Proposed Rule, variation margin (reflecting daily changes in the

"' Ihe Commissions clearly have (he necessary authority under the FRB Delegution Letler to make any
necessary contorming changes.

' The Associations note that the security futures-specific modifications to Reg. T may be codified as
rmodifications made directly to Reg. T, or. as exceptions and amendments to Reg. T codified in separate SF
Margin Rules that cross-refercnee Reg. T.

"' See Note § above.

" I'he Associations cncourage the Commissions to use their delegated authority to accomplish this result
to the maximum extent permissible under the Securities Exchange Act of 1934,



mark-to-market value of security futures positions) will be payable in cash
daily by and to customers, as is currently the practice with futurcs
generally. The Commissions should therefore clarify that the margin
account can be debited and credited directly in the amount of variation
margin (and related fees and expenses). (See App. [, Q&A 8.) In light of
some confusion that seems to have arisen in relation to this issue, the
Commissions may also wish to clarify that variation margin can be used to
margin open positions, to the extent it is not withdrawn from the account
(or offset against account debits).'*

It is equally important that the Commissions’ SF Margin Rules ensure that
SRO margin requirements, such as NYSE Rule 431, accommodate the
contemplated treatment of variation margin under Reg. 'I' and the CFTC
and listing exchange rules and do not create obstacles to the contemplated

treatment.

(2) Arbitrage Positions. The Commissions should clarify that, under Section
220.6(b) of Reg. T, arbitrage positions comprised in part of one or more
security futures contracts qualify as bona fide arbitrage positions eligible
for good fatth treatment. (Sce App. [, Q&A 12))

(3) Special Memorandum Account. The Commissions should clarify that
speeial memerandum account (“SMA™) credits may be created for
variation margin credits. (See App. |, Q&A 7))

4) Day Trading.!® The Associations’ members are not in complete
agreement with respect to the potential application of margin requirements
to day traded security futures positions, including positions carried in a
futures account. Certain members believe that the credit risks associated
with the use of security futures for pattern day trading should be addressed
by SRO margin requirements. At the same time, the application of day
trading margin requirements in the case of security futures may necessitate
potentially significant systems development. 'This is particularly true in
the case of positions carried in futures accounts for which there is no
equivalent margin requirement. (See App. I, Q&A 12.)

Certain members believe that the practice of settling margin calls on T+1
significantly mitigates the risks otherwise associated with day trading and
that firms have and use internal risk management controls including

> This treatment would be equally applicable to sccurity futures carried in a futures account.

""" These comments relale to security futures whether carried in a securities account or in a futures account.



position limits, order size limits and profit and loss limits that are adequate
to manage the risks presented by customers who pattern day trade.

Inasmuch as the Associations recommend that any such margin
requirements be adopted by the listing exchanges (or by SROs), we
anticipate commenting on any day trading margin proposals (or the
absence of such proposals) in the context of such exchange and SRO
rulemakings.

1I. Security Futures Margin Levels.

As noted above, margin requirements address both the systemic and the individual
broker’s credit risk implicit in the potential leverage afforded by products such as
sceurity [utures and options and in the financing of other securities positions. The
amount of credit risk associated with an individual security futures contract or any
security is related to the price volatility and therefore the specific market risk
characteristics of the relevant contract or security. As a result, the margin requircments
applicable to security futures and other securities should reflect their specific risk
characteristics. The most effective way to accomplish that result is through the use of a
risk-based system of portfolio margining.

Portfolio margining systems are capable of incorporating parameters necessary to
establish compliance with minimum requirements or with other rules governing the
recognition of risk offsets. Portfolio margining systems are also capable of ensuring true
comparability, and avoiding detrimental regulatory arbitrage, by giving cquivalent or
proportional treatment 1o products representing equivalent or related units of risk.

For these reasons, the Associations urge the Commissions in the strongest terms to
[aeilitate the implementation of portfolio margining at the carliest possible time,
consistent with the recommendations of the FRB Delegation Letter. 'To this end, the
Associations recommend a phased-in implementation of portfolio margining
incorporating first steps that may be readily implemented in connection with the
anticipated launch of security futures, as described in Section Ii.B below.

A, Quiright Margin Levels.

To the extent that it is necessary to establish static minimum initial and maintenance
margin levels for security futures, the Assecciations” members agree that these levels
should be informed by several considerations. These include: (a) the explicit statutory
mandates under the CFMA; (b) prudential credit risk management considerations; and (¢)



the extent to which the relevant margin levels are sufficiently comparable to
economically equivalent transactions to avoid detrimental regulatory arbitrage.!”

The Commisstons have proposed implementing a 20% minimum injtial and maintenance
margin requirement. Certain members of the Associations agree with the Commissions’
recommended 20% minimum initial and maintenance margin requirements. ‘Fhese
members are of the view that the 20% level is consistent with the levels applicable to
listed security options, and is consistent with the intent of the CFMA. These members
further believe that a 20% level, in combination with the prevailing T+1 settlement of
margin calls, is prudent and that individual firms can unilaterally impose higher margin
requirements on customers where they deem it prudent to do so from a credit risk
management perspective.

Other members share a concern that a 20% minimum level is too low, even in the context
of a T+1 margin settfement cycle, and recommend that the Commissions adopt a2 25%
minimum margin requirement.'® These members believe that a 20% requirement fails to
take account of the varying volatility/share price profiles of equity securities and the
credit risk implications of these differences.'® (See App. 1, Q&A 23.)

These members believe that these levels also are not “consistent”™ with the margin
requirements applicable to listed sccurity options. These members note that a
comparable option position consists of a long (short) call/short (long) put option pair
struck at the forward price ol the underlying sccurity. The initial margin requirement
applicable to such a position is equal to the sum of 2094 plus the market value of the short
option which, on trade date would equal the short optien premium.?® Comparison of the

"' As noted above, the Associations recommend that, as in the case of listed security options, outright
margin levels (and strategy-based margin levels) should be established by the listing exchange, subject to
the statutory conslrainis (i.e., consistency with thuse estublished for listed options) lmposed by the CFMA,
These comments shounld be understood against that backpround.

18 The Associalions’ members expect that the exchanges intending to list security futures will require daily
variation margin and that the prevailing margin scttlement cyele will upply to secutity Tulures.

" “I'hcsc members belicve thal the application of SPAN, as currenlly calibrated by fulures exchanges,
would apply margin requirements generaily higher than 20% for the securities likely to be subject to

security futures trading.

2 hese members recognize thal the CFMA imposes a requirement that stock futures margin be
cansistent, exclusive of premiom, with the margin required for listed options. As noted above, a put/call
pair involves: {1) the payment of a premium lor the long oplion, {2) receipt {subject to clause (3)) ol a
premium for the short aption, and (3} margin equal to the sum of 20% plus the short option market value.
The CFMA requirement may be read as requiring that the net impact of the premium payments in clauses
(1 and (2) be disrcgarded and that the amount in clause (3) form the sole hasis tor comparison. The
amount in clause (3} is the applicable margin requirement, notwithstanding the fact that it incorparates an
amount egual Lo the short option preminm on the trade date. Under this view, “compatible” option margin
requirements would be significantly higher than 20%.

10



proposed 20% margin requirement for security futures to the higher margin requircment
applicable to a naked short option vields an even starker contrast. An option struck at the
forward price has a delta, and therefore price volatility, that is roughly half that of a
similar maturity futures contract on the same underlying security, yet would be subject to
higher margin requirements than that futures contract. (See App. |, Q&A 21, 22.)

These members further believe that the described margin discrepancies could create a
material inducement for customers to trade in security futures markets rather than in the
markets for listed options or cash securities, to the detriment of the adversety affected

markets.

The Associations” members unitormby agree, however, thal a T+1 margin settlement
cycle and a T=+5 collection period are appropriate periods for sccurity fintures. Given that
the initial margin collection period for securities and listed securities options is T+5, and
that, as a result of reyuired capital charges, utures have an effective collection pertod of
T+35, the Associations’ members feel strongly that a T+5 collection period should also
apply to security futures. A different result would necessitate significant additional
programming by {firms and would greatly complicate, delay and increase the cost of
security futures margin compliance. Additionally, while an extension of the customary
T t1 margin settlement cycle for seeurity futures would, in the Associations’ view,
significantly increase systemic risk, the imposition of a T+3, rather than a 'I'+3 collection
period would not, in the Associations’ view, confribute materially to increased systemic
risk.

B. PerUolio Margining.

Ultimately, the Associations believe it is important to implement a portfolio margining
framework under which the margin requirements for portiolios comprising sceurilies,
sceurily oplions and security futures would be determined through a risk-based analysis.
Under such a framework, products representing equivalent or related units of market risk
would be subject to equivalent or proportional margin requirements.®’ ‘The Associations’
members also believe that the disparities in view described above with respect to static
minimuwm margin levels can be bridged and relevant policy concerns addressed through
an appropriate portfolio-margining framework. This objective was clearly endorsed by
the FRB in its delegation 1o the Commissions of sceurity futures margin mulcmaking
authority. Nonetheless, while the Associations believe this objective is achievable within
a reasonable period, we recognize that there are many complex issues to be resolved. As
a result, the Associations recommend the following first step of a phased-in approach, an
approach, which the Associations believe, can be implemented immediately.

2 Asnoted in Appendix I, the Associations do not believe that it will be necessary to impose limitations
ont the firms that may ulilize portfvlio margining or the customers for whom il may be used. To the exlent
that lirms are permitted to use proprictary maodcls for portfolio margining, validation of such modcls would

be uppropriate. (See App. I, O&A 13,14))



1. Use of SPAN for Security Futures Posttions Carried in a Futnres Account.

As noted by the Commissions, the CT'TC has previously approved the use of the Standard
Portfolio Analysis of Risk (“SPAN”) system for establishing the inijtial and maintenance
margin requirements for portfolios of futures contracts.** ‘The futurcs markets have had
extensive experience with the use of SPAN, and SPAN has performed reliably, cven in
periods of extreme and sustained market volatility. SPAN establishes margin levels that
are reflective of prevailing trends in volatility and can be calibrated to cnsure that
minimum margin requirements are satisfied, notwithstanding the fact that implied
volatility statistics might imply lower margin levels. SPAN can also be configured to
incorporate parameters for permissible risk offset recognition based on comparability and
minimum correlation metrics.

Enabling FCMs to continue to use SPAN for establishing the margin requirements for
their customer futures account would also have the important benefit of minimizing
disruption to the existing systems and processes used by firms for futures transactions
and facilitating the commencement of trading in security futures, The Associations
therefore urge the Commissions to approve the use of SPAN for establishing the initial
and maintenance margin requirements for security futures contracts maintained in a
futures account, subject to two parameters. These parameters would be designed to
ensure, tnter alia, consistency with security futures positions booked in a securities
account during the phase-in period.

Tirst, SPAN would be permitted o continue (o use historical volatilities to establish
margin fevels for security futures, subject to a minimum level equal to the minimum
margin requirement ullimately established for security futures. Second, SPAN would be
required 1o incorporate parameters for perimissible risk oflset recognition based on
comparability of treatment tor other securities and minimum correlation metrics. The
Associations’ members stand ready to work with the Commissions and interested
exchanges in defining these parameters,

2. Use of TIMS for Broad-Basced Index Oplions and Sceurity Futures Carried in
a Securities Account.

As noted by the Commissions in the Release, the SEC has also approved the use of the
Theoretical Intermarket Margin System (*"I'1TMS”) for equity and non-equity option
positions of Options Clearing Corporation (“OCC”) clearing members and has permitted
the use of TIMS for establishing portfolio margining requirements for option market

2 The Associations specifically refer to SPAN because they are fumiliar with thal syslem. Refcrence o
SPAN is not intended to prechude the use of any other system ta calculate portfolio margin requirements.

12



makers with respect to options and futures positions involving broad-based stock
indices.?

The Associations belicve that TIMS and SPAN would not produce results so different,
given the application of a common minimum margin requirement, that their use would
create a material incentive for customers to carry positions in one type of account rather
than another. Although the approach used under TIMS is somewhat different than that
used under SPAN, TIMS can also be calibrated to model the price impact of a range of
positive and negative price moves that would correspond statistically to volatilities and
confidence intervals used under SPAN. (See App. [, Q&A 15.) Like SPAN, TIMS has
been used successfully by the industry for an extended period and has also functioned
well in periods of extreme and sustained volatility.

The Associations therefore urge the Commissions to approve the use of TIMS for
establishing the initial and maintenance customer margin requirements for securities,
security futures contracts and broad-based index options carried in a securities account.’
The Associations’ members stand ready to work with the Commissions and interested
exchanpges in working through a broadened implementation of TIMs,

4

3. IPortfolio Margining and SRO Rules.

As the Commissions are aware, the implementation of portfolic margining will require a
diligent and sustained multilateral e[fort, including the participation of SROs. The
implemeniation of portfolio margining will accomplish little if conforming amendments
are not made to rules such as NYSE Rule 431 and NASD Rule 2520, The Associations
thus urge the Commissions to lead a broad-based industry effort to establish appropriate
parameters for the use of portfolio margining systems that would satisfy all applicable
inttial and maintenance margin requirements. It is critical in this rcgard that no single
SRO be permitted to preclude the use of an acceptable system of porttolio margining
approved by the Commissions. The Associations therefore recommend that the SF
Margin Rules prohibit SROs from imposing margin requirements that would effectively
prevent a member’s use of a portfolio margining system that has been approved by the

Comimnissions.

% The Associations reter to TIMS$ specifically hecanse they are tamiliar with that system, The
Associations do not intend to preclude the use of any other system to calculate portfolio margin

requirements.

2 Of course, the use of SPAN or TIMS would be permissive, and firms would not be precluded from
using outright or strategy -hased margin requirements.



. Siralegy-Based Marpin Levels,

The Associations belicve that the strategy-bascd margin offsets proposed by the
Commissions create disparities in the recognition of offscts involving cash equities, on
the one hand, and securities futures, on the other hand. (See App. I, Q&A 19, 20, 22.)

in. Other Rulemaking Recommendations.

As noted above, the Associalions recommend that the Commissions jointly adopt
SF Margin Rules that would, in general terms:

(1} delegale sceurity futures margin requirements to the listing exchanges,
subject to approval by the Commissions, as is the case in listed options;

(2) establish the parameters (such as comparability) applicable to such margin
requirements; and

(3) require financial relations with respect to security futures carried in
securities accounts to be recorded and conducted in compliance with Reg.
I (as n effect from time to time), subject to the provisions described in
clauses (1) and {2} and certain conforming amendments,

Appendix [ describes certain additional requirements for the SI' Margin Rules in greater
detail. >

The Associations believe that the approach adopted by the Commissions is flawed in
cerlain respecls.

Preliminarily, the Associations note that many difficulties are created by the structure of
the Proposed Rules. For example, the Proposed Rules incorporate certain exeeptions to
the proposed security futures margin requirements that are already exceptions to Reg. T
(for example, exceptions tor porttolio margining and exempt borrowers). However, there
are other exceptions to Reg. T that are not referenced, creating confusion as to the
potential negative inferences to be drawn with respect to those exceptions that are not

referenced.

Additionally, the SF Margin Rules must establish margin requirements applicable both to
securities accounts and futures accounts. As noted above, the Associations believe that
futures accounts should not be subject to Reg. T. As a result, at least those provisions of
the SF Margin Rules applicable to sceurity {utures carried in a futures account should be
codified in regulations other than Reg. T, and should not incorporate Reg. T by reference.

 The Associations note, in particular, that the proposed “market maker” exception should be revised to
climinate the customer business requirement. {See App. I, Q& A 17(a).)
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Provisions establishing the margin requirements applicable to sceurity futures carried in a
sceuritics account, and related conforming amendments to Reg. T could be codified either
as part of Reg. 'I" or as part of one set of regulations applicable to all sccurity futures.

Onc advanlage to codifying the provisions applicable to security futures carried in a
securities account in Reg. T is that it would maximize the likclihood that changes to Reg.
I affecting securities and security futures witl be harmonized.

Coditying all the rules applicable to security futures in onc sct of regulations outside of
Reg. T, on the other hand, maximizes the likelihcod that harmonization will be
maintained between the margin treatment ot security futures carried in a fulures account
and securities futures carried in a securities account. Other reasons to codity all SF
Margin Rules in one stand-alone set of regulations (incorporating Reg. 'I' by reference
with respect to security futures carried in a securities account) include the following
considerations:

'The relevant margin requirements for security futures are both initial and mainienance
requirements, whereas Reg. T is only an initial margin rule. 'There are, in addition, a
variety of provisions that will apply only to security futures and not to other securities
under Reg. T, as well as some modifications to Reg. T that will be specific to security
futures and will not apply to other securities. Finally, neither the CFMA nor the FRB
Diclegation Letter authorized the Comimissions to amend Reg. T directly,

Notwithstanding the foregeoing, the Associations believe that all these considerations are
secondary in importance to the need to ensure thal the SF Margin Rules are substantively
appropriate and do not introduce unnecessary and costly barriers to the commencement of
security futures trading by the Associations’ members. The Associations believe it is
possible to accomplish that result, and to maintain the desired consistency over time,
under either approach.

Finally, the Associations urge the Commissions (o cstablish a framework within which
the Commissions can respond, on an expeditious and coordinated basts, Lo requests for
exemptive and interpretative action in relation to security tutures margin requirements.

Iv. Conclusion

The Associations again commend the Commissions and their staffs for the work they
have done in addressing these difficult issues. The Associations’ members would be
pleased to provide such additional assistance going forward as the Commissions may
request to facilitate the implementation of security futures trading. Should you have any
questions, please feel free to contact the Chatrman of the Joint §8F Steering Committee
of the Associations, Jonathan Barton, of Morgan Stanley, at (212) 761-88035.



Very Truly Yours,

John M. Damgard Mark E. Lackritz
President President

Futures Industry Association Securities Industry
Associalion

¢c:  Commodity Tutures Trading Commission

Honorable James . Newsome, Acting Chairman
Honorable Barbara Pedersen Holum

Honorable David 1. Spears

Honorable Thomas J. Erickson

Securjties and Exchange Commission
Honorable Harvey L. Pitt, Chairman

ITonorable Laura S, Unger
Honorable Isaac C. Hunt, Ir.
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APPENDIX 1

Q1 The Commissions request commenters' suggestions on
alternative ways to satisfy the statutory requirement that the margin
requirements (other than levels of margin), including the type, form,
and use of collateral for secarity futures, are and remain consistent
with the requirements of Regulation T. In particular, commenters are
asked to discuss the advantages and disadvantages of issuing a rule
that incorporates Regulation T by reference, as compared to issuing a
stand-alone rule that would include requirements of Regulation T
insofar as they are relevant to sceurity futures. With respect to the
stand-alone alternative, commenters are asked to consider any
potential issues arising froin the Federal Reserve Board's on-going
authority to amend or interpret Regulation T and how such a stand-
#lone rule would ensure that the margin requirements for security
futures held in either a sceurities account or a fuinres account would
remain, over time, consistent with Regulation T. Commenters are
asked to explain the meaning they ascribe to the term "consistent,"”
when discussing means for satisfying the statutory requirement.

The Members of the Associations belicve that the margining regime {or security futures
should recognize the link between the customer protection and insolvency scheme elected
by or on behalf of the customer and be consislent with the margin rules and procedures
that currently cxist within that scheme. The rules should also recognize that maintenance
rules applicable to securities margin accounts do not cover futures accounts held at
FCMs. We are not troubled by the possibility that the Federal Reserve, cither direetly or
through use of its authority to delegate such matters to the Commissions, will amend or
interpret Regulation T in a manncr inconsistent with the manner in which positions arc
margincd in a futures account. We have tound both the Federal Reserve and the
Commissions o be very thoughtful about proposed amendments to the margin
repulations and are confident that either directly, or through the public comment process,
appropriate consideration would be given to keeping the various regulations consistent.

There is a difference in views among the Member firms as to whether it would be most
efficient for the Commissions to implement their changes by amending the existing
margin regulations in the case of securitics margin and adopting a new rule to address
margining of security futures or by adopting a single, stand-zlone rule that would address
both. Members advoeating amendment of existing rules argue that that method would be
simplest and best able to harmonize with other changes in the margin rules as they
cvolve over time, Those Members who advocate implementing changes through a single,
stand-alone rule which would address both futures accounts and securities accounts argue
that that method facilitates the ability of the Commissions to maintain comparable
treatment for security futures booked in the two different types of accounts



Q2 The existing customer account structure used by futures
commission merchants ("FCMSs") offers one type of customer account
into which all customer property, including cash and other assets, is
deposited. FCMs are not carrently subject to Regulation T and,
therefore, do not delineate accounts in accordance with Regulation T,

{a) Would the application of Regulation T account requirements to
K( Ms, to the extent they hold customer positions in security futures,
necessitate the restructuring of FCM account systems?

We believe that the imposition of Regulation "I to FCMs in relation to security futures
would require some restructuring of account systems at the FCMs. Among other things,
imposttion of the Regulation would require that the securities futures be segregated from
the non-securities futures, with the former being held in a margin account and the latter
(including futures on broad-based indices) in a good faith account. Because security
futures could not be held with other futures, customers would recetve two account
statements that most likely would confuse customers.

(b) In addition to the Regulation T account structure, what other
requirements of Regulation T would necessitate operational or other
changes for FCMs that are notice-registered broker-dealers?

FCMs would need to make systems changes and to have personnel {i.e., margin clerks) to
perform margin calculations required by Regulation T. Processes would also need to be
developed to track, age and file for extensions with respect to margin calls. FCMs
currently do not have Special Memorandum Accounts {("SMAs”), although FCMs would,
as a practical matter, probably need to establish an SMA in order to facilitate margin
calculations and cash flows with customers (keeping in mind that SMAs are not required
under the current or proposed rules). We do not believe that having an SMA provides
any competitive advantage over not having an SMA when initial and maintenance margin
levels are the same.

(c) What are the estimated costs associated with such changes?

The costs associated with making securities {utures accounts subject 1o Regulation T
could be very high, particularly for those FCMs that are notice-registered broker-dealers.
The costs are concentrated in two areas: systems development and operations personnel
training. In all likelihood, FCMs would need to hire stafl who have experience
calculating margin under Regulation T and NYSE Rule 431 (*Rufe 4317} or Rule 2520 of
the National Association of Securities Dealers, Inc. (“NASIY’} in order to accommodate a
Regulation T account structure. The {utures industry belicves that the difficulty of
implementing the proposed margining requirements in futures accounts could put FUCMs
at such a competitive disadvantage that they will choose not to offer security futures to
their clients,



Q 3 Can a futures account be considered a Margin Account under
Regulation T? If not, how would an FCM modify its futures accounts
to satisfy Regulation T requirements for Margin Accounts?

As noted above, Regulation T would normally require that sccurity futures be effected in
a margin account and non-sceuritics futures be effected in a good faith account. Treating
the futures account as a margin account may require a number of potentially extensive
amendments to Regulation T (e.g., provisions prohibiting a customer from having more
than one margin account with a creditor and limiting the types of non-securities
transactions in a margin account). If the futures account were considered to be a margin
account, broker dealers who are also FCMs would be required to combine the securities

accounts with futures accounts, which would be impermissible under cxisting delinitions.

Futures accounts probably would be considered to be “Good Faith/Nonpurpose
Accounts” as defined under Section 220.6(c)(1){i) of Regulation T. Even if security
futures were permitted to be carricd in the good faith account, clarification would be
nceded to ensure that futures, including securities futures, would not be subject 1o the
requirement that the carrying broker-dealer obtain a “non-purposc statement” on a trade
by trade basis for positions in the account (other than those in respect of foreign exchange
and commodities}). One possible way to address this would be to clarify that all futures
contracts are “commodilics™ within the meaning of Section 220.0.

Q4 In order to comply with Regulation T, would FCMs need to
establish Regulation T accounts other than margin accounts? If so,
what would be the costs and operational feasibility of establishing
such accounts?

FCMs would not be required, but would probably choose, to establish an SMA account in
conjunction with the margin account. The addition of the SMA would, indirectly,
increase the cost of margin calculation since administration of the SMA requires a
scparate calculation (including a different means of measuring current market value than
that used to calculate Regulation 'I" margin). As noted below, we anticipate that
application of Regulation ‘I and, if required, Rule 431 and NASD Rule 2520, (o [uturcs
accounts would impose significant costs on FCMs through systems improvements and
the addition of cxpert personnel (ie.. margin clerks) to carry out the necessary
calculations.

Q5 What bhenefits to FCM customers or others can be expected if an
FCM converts to the Regulation T account structure?

There are no apparent benefits.



Q 6 What benefits to FCM customers or others can be derived from
application of other provisions of Regulation T?

Repulation T waould allow customers to use any margin security to meet margin calls, and
Rule 431 or NASD Rule 2520 (assuming it would be applied in tandem to cover
maintenance margin} would allow customers to use any freely tradable stock to meet
maintenance margin calls. As a result, customers would have wider choices in the type

of collateral they may post.

Q 7 How should the SMA work in the context of security futures?

The SMA caleulation should work the same way it does now for stock trades, The
amount of the charge or release should be calculated based on the value of the security
future at the time of the trade. Note that the calculation time is different for the SMA
than it is for the margin account maintenance calculation, which looks to the value as of
clostng price {rather than the value as of the time of the trade).

() 8 Are there any other requirements under Regulation T that are
inappropriate for security futures?

Regulation T would nced to be amended to clarify when variation margin debits may be
made to a margin account, See, e.g., Section 220.4(H)(1). Because the Regulation is
interpreted to be all-inclusive (and the proposed changes do not currently speak to the
ability of a broker-dealer to debit the account in respect of debits relating to security
futures), the Commissions should add language to clarify that a broker-dealer would be
entitled to debit a margin accouni [or varialion margin and for charges and costs incurred
by the broker in carrying security futures in a customer’s margin account, including costs
associated with meeting delivery obligations under the fulures contracts and cxchange or
clearing house fees associated with the positions.

‘The Commissions need to address how the current SRO maintenance rules (ie, NYSE
Rule 431 and NASI) Rule 2520) would apply to security futures held in a securities
margin account. Rule 431 supplements the requirements of Regulation T in a number of
important respects, including imposition of the maintenance requirements with respect to
customer margin accounts, imposition of higher initial margin requirements in certain
cases (e.g., transactions in illiquid securities, and establishment of both initial and
maintenance margin-setting authority with respect to certain instruments, such as
options). Moreover, Rule 431 imposes different requirements than Regulation T with
respect to calculation of margin. For cxample, Rule 431 permits a broker-dealer to
combine a customer’s margin account with its other accounts at the broker-dealer in
determining compliance with the mainienance requirements.  Finally, although Rule 431
primarily deals with maintenance margin requirements, the Rule imposes initial margin
requirements with respect 10 new seeurities {ransactions to the extent that the Regulation
T level is lower than the Rule 431 levels. 'T'he Rule provides that a customer must
deposit margin at least equal to the greater of (1) the amount specified in Regulation T,
{2) the amount specified as maintenance margin by Rule 431(c), (3) such greater amount
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as the NYSE may from time to time require for specific securities, or (4) $2,000 (but not
in excess of the cost of any securities purchased). To the extent that Rule 431 applies to
security futures, this language would suggest that initial margin for the product would, by
detinition, be at least 25% (i.e., the minimum level specified in Rule 431(c)). [In order to
achieve parity with the margin levels imposed on futures accounts, the Commissions
must either clarify that this provision would not apply to security futures, raise minimum
initial margin levels for both types of accounts to 25% or prevatl upon the NYSE to
change Rule 431. Given the broad authority granted by the Federal Reserve to the
Commissions to regulate margin for security futures under Section 7(¢)(2) of the
Exchange Act, we believe that the Commissions may and should ensure that exchanges
establish consistent rules governing maintenance margin in the sceuritics account.

Under a plain reading of the Rule, Rule 431 would appear to cover securities {utures
hocoked in a margin account of a NYSE-member broker-dealer. In addition to the
manner in which the Rule incorporates the Regulation T requirements, several other parts
of the Rule would need 1o be clarificd 1o cxplain how provisions apply W security futures.
For example, the Rule should specify clearly whether a security future would be treated
as a stock, a bond, an option or something new, and what maintenance level should

apply.

The approach used in the proposed rules is largely silent on how the specificd minimum
maintenance margin fevel would be applied. We believe that attention needs to be given
to maintepance margining uvnder both a [utures regime and a scouritics regime. In our
experience, maintenance calculations, the timing of calls and the posting levels are far
more important than initial margin. In addition, we believe that implementation of
maintenance margining, because ol the variation, ends to be more complex under cither
customer protection scheme than implementation of initial posting and calculation
requirements and, thus. necds to be worked through promptly to accommodate an April
2002 launch for security futures.

We believe that initial and maintenance margin requircments and margin collection
periods applicable to security futures carried in a securities account should be established
by the listing exchange. As an interim or default measure, acknowledging it may take
time [or the exchanges to evaluate and amend their rules to establish adequate mechanics
for maintenance margining of security futures, we recommend that the Commissions
adopt a "defaull” provision which would provide that security futures be subject to
minimum initial and maintenance requirements provided by the Commissions and clarify
that security futures booked in the margin account would be subjeet to the provisions of
Rufe 431 and NASD Rule 2520 (other than the minimum requirements in Rulé 431(b)

and (¢) and in NASD 2520(b) and (¢)).



Q92 Without applying Regulation T account requirements, could the
existing rules applicable to futures accounts satisfy the statutory
requirement that the margin requirements {(other than levels of
margin) including the type, form, nse of collateral for security futurcs
are and remain consistent with Regulation T?

We belicve that it is within the CFMA’s mandatc that margin regulations for security
tutures be “consistent with” Regulation "I for the Commissions to provide two separate
margining regimes f(or sceurity [utures, depending upon whether the instruments are
booked in a sceuritics account or a futurcs account, We also believe that reliance upon
the existing rules governing margining within the futures account (which rules rely upon
SPAN margining and not upon Lhe position-by-position approach currently applied by
Regulation T) would meet the statutory requirement. In our view, the Congressional
language requires that the Commissions adopt margin regulations which (1) have both
initial and maintenance margin requirements, (2) provide for standardizcd timing for
margin calls, {3} establish standards for treatment of cash and other asset flows in and out
of the account, including procedurcs for daily valuation of positions and for withdrawals
of cxeess collateral and (4) provide tor the same margin levels regardless of which type
ol account the pusitions are booked in. We do not [ind any evidence that Congress
believed that cither type of account structure or margining regime was superior to the
other. Rather, we think that Congress was concerned about providing a margining
systemn suflicient to prevent systemic risk. In addition, Congress wanted to ensure that
the ynargin levels were substantially equivalent for security futures and fisted aptions.

Based on the tight timetable that Congress adopted for trading of security futures
(originally scheduled to be authorized on a limited basis beginning 8 months after
cnactment and on full-market basis 12 months after enactment), we believe that Congress
wanted the regulators to adopt regulations which could be implemented quickly and
pragmatically. This type ol timetable would be wholly inconsisient with the
Commissions’ current proposal to superimpose Regulation T on futures accounts. We
believe thal the Commissions’ proposal would require a complete overhauol of the account
structure and supporting systems at both FCMs and broker-dealers, aithough F'CMs
would be most aculely affected. We belicve that the Commissions could {consistent with
the CFMA) and should adopt parallel rules that rely on existing margin procedures
within the different account types but which apply consistent margin levels.

Q 10 How would broker-dealers, including FCMs that are
notice-registered broker-dealers, and members of national securities
exchanges structure customer accounts if Regulation T were not
incorporated by reference into the margin rules for secarity fatures?

Under a dual margining regime, notice-registered broker-dealers would be subject to

CFTC rules applicable to margin requircments for futures accounts. Similarly, under our

proposal, Dual Regisirants would be subject to the CFTC, listing exchange and SRO

rules applicable to futures margining to the extent that security futures were hooked in a

futures account but would be subject to Regulation T, listing exchange and SR margin

requirements to the extent that security futures were booked in a securitics account. The
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CFTC rules governing futures accounts would treat security futares similarly to any other
tinancial futures product booked in the account except that the minimum initial and
maintenance levels would be those established by the Commissions or by SRO rule (and
approved by the Commissions). Segregation, the timing of margin calls and the type of
collateral that could be posted in the futures account would be governed by the exisling
CFTC rules applicable to all financial futures products booked in the futures account.

Q11 (a) If the Commissions were (o issue stand-alone rules that were
parallel to Regulation T, how would commenters recommend that the
Commissions incorporate the Federal Reserve Board's existing and
Tuture interpretations of Regulation T into such stand-alone rules?

As described previously, we do not believe that the CFMA requires the Commissions to
apply Regulation T to futures accounts. We believe that the Commissions should adopt
maodifications to the existing regimes for tutures accounts and scceurities accounts,
respectively, to customize those rules for the particular product and provide consistency
as to margin levels. These modifications should build on the existing infrastructures and
rules rather than attempt to superimpose new rules or structures on the two existing
frameworks. '

{b) How would stand-alone rules impact the way sccurities firms
calculate margin requirements for securities other than security
futares?

Onc of the primary advantages of using the existing margining frameworks to establish
rules for security futures is that the rules already define the necessary mechanics of
margin calculation and posting. In addition, firms themselves have the necessary
infrastructures, both in terms of systems and personnel, to support margining within the
framework. Firms would be able to use existing systems with a minimal amount of
modification to take account of the different margin level as well as any other minor
adjustments to the rules due to the specific atiributes of the product.

{c) Is there a risk of inconsistent application of the same rules?

We are not concemned that firms will apply stand-alone rules in an inconsistent manner.
We believe that firms are more lkely to apply the rules appropriately and accurately if
the rules build off of the existing regimes for margining the two different types of
accounts.

{d) What implications would this approach have for compliance with
such rules?

We believe that there will be far greater ability for firms to comply with margin
requirements for security futures if the Commissions build them into the two existing
frameworks. To the extent that the Commissions go forward with their proposal to apply
Regulation T to lutures accounts, we believe that it will result in numerous errors,
significant administrative burdens and a substantial delay in firms” ability to begin
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trading the product due to required systems changes. We do not believe that the costs
associated with adopting this sort of “forced” framework would have any attendant
benefits.

(3 12 Should the proposed rules incorporate any special requirements
for specific types of transactions or trading activity (e.g., day trading)
that may be imposed under the margin ruies of the SROs?

One of the changes we believe the Commissions should consider in respect of Regulation
T is the application of the arbitrage provisions, contained in Scetion 220.6(b), (o arbitrage
transactions involving securily futurcs. We think that the rules should be revised to
clarify that hona fide arbitrage transactions involving security futures on the one hand
and cash equities on the other would be eligible for good faith treatment. The purpose of
allowing arbitrage in the good faith account is to facilitate the equalization of prices of
the same securities in different markets and to ¢liminate non-cconemic dillerences in
prices between closely related securitics. We belicve that there will be opportunities to
arbitrage price levels between security futures and the corresponding cash equity
position, and we believe that such arbitrage will be useful in reducing the amount of any
disparity in trading level. Currently arbitrage transactions where one side of a position s
not a “security” within the meaning of the Sccuritics Exchange Act of 1934, as amended
(the “Txchange Act™) arc not eligible to he booked in the arbitrage account as both the
long and short positions must be a “sccurity.” Although the definition of “security” in the
Exchange Act would seem (o include security firtures, in light of interpretive issues that
have arisen in the context of listed options, which are also “securities” within the
meaning of the Exchange Act, the Statt should clarify that arbitrage transactions
involving sccurity futures would be eligible for good faith margin treatment. We would
also advocate liberalization of’ Regulation T generally to allow an index futures vs.
sceurilies position {e.g., E'TF vs. index futures) to be booked through the good faith
account as an arbitrage transaction.

The Associations’ members arc not in agreement with respect to the potential application
of margin requirements to day traded security futures positions. Members agree that the
provisions of Regulation T which relate to day trading should not apply (e sceurity
futures since those provisions reler only to instruments booked in the cash account and
security futures, given their levered nature, are not proposed to be and should not be
allowed to be booked in a cash account.

Rute 431 and NASD Rule 2520 contain special provisions relating to day trading. The
Associations belicve that, in analyzing the impact of these Rules to security futures, the
Commissions should keep in mind the goals of achicving comparable treatment for
economically similar instruments as well as the credit risks associated with day trading,
particularly in respect of patlern day traders. Members urge the Commissions not to
move precipitously to apply existing day trading rules, however, in light of the potentially
significant systems development costs (particularly in respect of positions carried in the
futures accounts). 'I'he Associations recommend that application of any existing or new
day trading requirement to security tutures be adopted by the listing exchanges (and
applicable SROs) as and when appropriate in light of the trading experience. We would
8



anticipate commenting on any day trading margin proposals in the context of such
exchange and SRO rule making proposals.

Q 13 Should there be any restrictions on a firm’s eligibility to offer a
porttolio margining system to its customers? If so, what types of
restrictions arc appropriatc?

The Associations do not believe that there should be restrictions on the eligibility of a
firm 1o offer portlolio margining with respect to all securities, including options and
futures, in a customer’s account. In December 1997, the Federal Reserve, consistent with
authority granted 1o it by Congress, amended Regulation T to exempt financial relations
between a customer and a broker-dealer to the extent that they comply with a portfolio
margining system under rules approved or amended by the SEC.. 'The Federal Reserve
did not impose limitations on use of portfolio margining. We believe that, the Federal
Reserve recognized that margining on a position-by-position basis, as Regulation T
currently does, is a crude method of margining (particularly with respect to derivative
instruments) and results in over collateralization without reduction of market risk to the
broker-dealer carrying the position. (See Regulatory Competition and the Efficicney of
Alternative Derivative Product Margining Systems, Panl H. Kupiec and A. Patricia
White, [February 1996, FFinance and Economics Discussion Series, [ivision of Research
and Statistics Division of Monetary Affairs, Federal Reserve Board, Washington D.C.)
We support the Federal Reserve’s endorsement of portfalio margining. We do not
believe that small firms are tnherently less able to use portfolio margining than large
firms. As a general matter, portfolio margining is no more complicated to apply or to
understand than the strategy-based method in Regulation I Both systems require
specially trained personnel and a solid systems infrastructure. A number of small FCMs
have successfully applied SPAN to customer futures accounts and have built, often
through owsourcing, robust infrastructures o ensure proper application of the model.

We belicve that a portiolio margining system could allow for use of a firm’s proprietary
model. To the extent that a proprietary model were used, the model would have to be
validated by the applicable SRO with primary oversight for the firm, examinable by
regilators and maintained by a discrete risk management group within the firm. To the
extent that the Commissions are concerned that allowing use of a propriclary system
would either create a disadvantage tor smaller firms as compared (o larger firms or make
examination difficult (because proprietary systems would be customized and, thus, vary),
the Associations would, as an alternative, support use of a standardized portfolio
margining model, such as TIMS or SPAN, using historical volatility inputs. Firms could
be examined on their application of the standardized model.

Q 14 Should there be any restrictions on a customer’s eligibility to
use portfolio margining? If so, what types of restrictions are
appropriate.

We do not believe that there is any reason to restrict a customer’s eligibility to usc
portfolio margining. Futures customers, including retail customers, are currently subject
to a portfolio margining-type system, Inclusion of retail customers in this system has not
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resulted in losses. o the extent that firms are concerned that smaller customers are less
ablc 1o bear the risk of foss, the rules should allow for firms to input higher volatility
levels for the underlying stocks and, thereby, generate higher “house™ margin levels,

() 15 (a) Should a firm be permitted to elect to use either SPAN or
TIMS to calculate security futures margin requirements?

We believe that both TIMS and SPAN are legitimate, well-functioning systcms and either
one or both could be appropriately adapted tor sccurity futurcs. To the extent that
security futures are booked in a futures account, we would prefer that thc Commissions
allow for continued use of SPAN since the systems and infrastructure for those accounts
are currently set up to use that methodofogy. It is important that whichever system is
selected, the methodology applies to all assets held in the account. [t will not be feasible
o apply porttolic margining only to security futures or to sceurity futures and some other
select subset of assets held in the fitures or securities margin account.

{b) Would the use of SPAN and TIMS result in sigaificantly different
margin requirements for the same account?

Both SPAN and TIMS are margin calculation systems that, although different in
methodology, are able to produce results that are broadly similar. Each calculates margin
tor a portfolio of different assets using a given set of parameters and inputs rclaling
(depending on the system) to changes in underlying price, volatility, “extreme price
change™ and time to maturity. The two models will produce substantially similar results
if statistically comparable inputs (7.e., price range and volatility) are applied. 'T'he most
important input for SPAN is the volatility of the underlying stock or basket of stocks.
The most important input for TIMS is the range of positive and negative price changes
over which portfolio losses are calculated. To the extent that the Commissions wish to
ensure establishment of consistent margin levels across firms, they should be, able to
achieve that result, even if firms use proprietary portfolio margining models, by, for
cxample, mandaling a uniform volatility input, such as historical volatility levels.

{¢) Are there other portfolic margining systems that the Commissions
should consider?

The Options Clearing Corporation is currently engaged in utilizing a Monte Carlo
simulation to determine margin requirements at the clearing level. While this may be a
more economically defensible portinlio margining sysiem than TIMS or SPAN, we have
serious doubts about the ability of most bookkeeping systems to be able to perform the
necessary caleulations on a timely basis for a material number of accounts. Accordingly,
we bhelieve that either a proprietary system or a less complex system, such as SPAN or
TIMS, should be selected as the appropriate portlolio margining method for the securities
margin account.



) 16 What costs would be incurrcd in order for firms to set up and
operate a portfolio margining system? How would the costs of using a
portfolio margining system differ from the costs of using the proposed
strategy-based approach?

The answer to this question depends largely upon the methodology sclected. The system
that would require the lowest implementation costs would be continued application of
SPAN to futures accounts (incorporating sccurity fulures in the methodology). To the
exlent that the rule would allow [or use of proprietary portfolio margining models,
implementation would also involve minimal set up and operational costs for firms, both
in respect of the futures account and in respect of the securitics margin account. Firms
would need to spend time and effort validating the model and educating regulatory
examiners on the model used by them. To the extent that the Commissions elect to apply
a standard model, like SPAN or TIMS, that is not already in use for an account to
sceurity futures, some systems work will be necessary to adapt the model to the security
tutures product as well as to the other securities products booked in the account.
Implementation by broker dealers would require development of new or significantly
upgraded systems,

In addition, to the cxtent that the portfolio margining methodology is applicable only to
certain products, such as security futures, its ongoing administration will be diflicult and
costly. This type of application is likely to involve the highest costs from a systems
perspeetive as well as the highest ongoing maintenance costs both to train personnel and
properly monitor and value positions.

Q17 (a) Do the criteria set forth in proposed CFTC Rule
41.43(b)(3)(iv){C}(2) and proposed SEC Rule 400(b}(3)(iv}(C)(2)
encompass all of the persons that would perform a market maker
function in an electronic market?

The definition does not encompass all of the persons that would perform a market maker
functton in an electronic market. The proposed “market maker” exemption requires that
the borrower “not directly or indirectly accept or solicit orders from any customer or
provide advice to any customer...” We note, however, that there may be instances where
a broker-dealer acting as a market maker is not necessarily precluded from carrying out a
customer securities business. The rules of the International Securities Exchange, for
example, permit a broker-dealer to act as a market maker and to carry out a customer
business as long as it cormplics with applicable rules as to the scparation of the two
functions. We would recommend eliminating the customer business qualifier from the
definition and limiting the definition to a broker-dealer that holds itself out as being
willing to buy and sell for its own account on a regular and continuous basis.

(b) Is this provision equitable to both sccuritics cxchanges and
futures exchanges trading security futures?

We do not believe that the appropriale question should be cquitly as between exchanges,
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since exchanges themselves do nol trade the instruments. We do believe that the
proposed change is appropriate, albeit with the definitional change that we have
recommended. As a general matter, allowing additional credit 1o support market maker
participants should have a stabilizing effect on the applicable markets by ensuring that
there is sufficient liquidity availablc to {loor brokers and other market makers,
particularly in the face of unusually volatile markets and market downturns.

Q 18 Is the proposed mcthod for caleulating current market value of
a security future appropriate? If not, commenters are requested to
suggest alternatives,

We do not think that it is appropriate to establish 2 new definition to set the value of a
security future. Instead, we belicve that sceurity futures should be valued based on the
same time frame and methodology applicable to other instruments booked in the
applicable account. In the casc of the sccuritics margin account, “current market valuc™
of a sceurity is defined under Section 220.2. 'This definition provides that the trade date
closing price (based upon the published closing price) is the value for purposes of
calculating initial margin but that the actual trade proceeds (including comniissions) ts
the value used for purposes of the SMA calculation. Like the Regulation T initial margin
calculation, the value of a futures contract for purposes of determining margin is
measurcd as at the close of business on the preceding trading day. This value is typically
determined by a committee of the applicable exchange (basced upon an average ol
transaction prices executed on the close) and is referred to as the “settlement price.” Asa
general matter, the Regulation T use of current market valuc for initial margin purposcs is
roughly equivalent to the futures definition of “settlement price.” We do not think that it
is problematic that the SMA definition differs. In our view, it is most important that
security futurcs be valued using the same methodology as all other instruments booked in
the account {and, in the case of the securittes account, using the same methodology as
applied 10 other instruments relevant to the SMA). 'This consistency is important not only
for operational reasons but also because the methodology has importance for a number of
other definitions and calculations made with respect to the margining regime. For
example, under Regulation T, “margin deficiency” and “required margin” are dependent
upen “current market value” (all measured as of the close on trade date).

19 (a) Are there offset positions in addition to those enumerated in
the above chart that are consistent with margin requirementis for
comparable options, which the Commissions should consider adding
to the list of permissible offsets?

We would advocate modification of the existing strategy-based rules to put security
[utures on a par with cash equities in connection with offsetting strategies in listed
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As we discussed above, we believe that the appropriate way to take account of risk
offscts is through a sound porttolio margining system, Moreover, we do not believe that
listed options are necessarily comparable to security futurcs. We believe that the
analogous pousition would be listed cash equities.

{b) Are there offset positions included in the above chart, which the
Commissions should consider deleting from the list of permissible
offsets?

We believe that the Commissions should atlow the same offsets for security futures as for
cash equitics. Basket oflscts {e.g., stocks vs. futures), for example, should not be ailowed
for security futures when they are not allowed for single equities. We do not, however,
think that it is worthwhile at this juncture to expand the specific offsets and strategies
contained in Regulation T. Rather, we believe the appropriate vehicle to recognize the
economic correlations between baskets of stocks and security futures and aggregated
imstrumcnts (such as index-bascd futures and exchange {raded funds), as well as the
appropriate vehicle to address economic correlations of all instruments int the margin
accounl, is portfolio margining, which we strongly cndorse, In the interim, we believe
that the Commissions should work with the NYSE and the NASD to amend their rules
relating to options sirategies and margining to reflect the addition of security futures as a
possible offset. We belicve that these rules should be revised to provide parity between
cash equities and security futures for option strategy offset purposes.

Q 20 Have the Commissions appropriately taken into account the
overall risk of a position for the specified offset positions?

Subject to the comments above, we believe that the Commissions” general approach as
apphied to a securities margin account is a good interim step until a robust portfolio
margining regime, applicable to all products in the securities margin account, can be
approved by the Commissions and implemented by member firms. As we have noted
above, we do not believe that the approach reflected in the proposed rules should be
applied to security futures booked in the futures accounts. In addition, we believe that, in
order to make the Commissions’ Regulation T approach workable in the margin account
prior to the adoption of appropriate rules governing maintenance margin by the SROs and
exchanges, the Commisstons need to define the application of maintenance margin to the
account (which we believe that they may do under the authority delegated to them by the
Federal Reserve pursuant to Section 7(¢c}(2) of the Exchange Act). In particular, the
Commissions need (o clarily that sceurity [utures would be subject to Rule 431 and Rule
2520), except that the minimum initial and maintenance requirements sct torth in thosc
Rules (see, ey, Rule 431(b) and (¢)) would be replaced by the Commissions” specified
minimum levels for the product {absent any later rule changes by exchanges or SROs (o
increase such fevels).
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Q21 Are the propesed minimum margin levels prndential and
efficient in meeting the objectives of preserving the financial integrity
of security futures markets and preventing systemic risk?

There 1s disagrecment among member firms regarding whether the minimum margin
fevels proposed by the Commissions are sutficient to prevent significant systemic risk.
Some member firms have expressed concern that security futures positions would be
significantly under-margined under the Commissions® proposal and could result in
attendant losses to market participants. These firms also argue that a 20% minimum
margin level would incentivize cusiomers to invest in security futures rather than
cquivalent listed options pairs or listed equitics. Other member firms believe that the
20 minimum level for both initial and maintenance margin selected by the
Commissions is disproportionately high as compared with other financtal futures
contracts and should not be raised ahove the level which was dictated as a minimum by
Congress. These firms nole that margin levels for most non-security, financial futures
contracts (such as equity index futures contracts) average well below 20%.

Member tiems agree that the appropriate long-term sofution to the ditference in vicws is
to apply a risk-sensitive, portfolio-based margining methodology to securities booked in a
securities margin account which would be similar to the risk-based, portfolio margining
methodology applied by CFTC regulation to futures accounts. After portfolio margining
has been developed for and implemented in the securities margin account, we believe that
the minimum margin levels for security futures should be eliminated. We ail believe that
the most appropriate method to balance risk and efficiency for margin is through a risk-
based, portfolio margining methodology. We urge the Commissions to work with the
securities exchanges, the securities clearing houses, the NASD, and the industry to
develop a workable approach that would cover instruments booked in the securities
margin account, including security futures. We agree with the sentiment expressed by
the Tederal Reserve in its letter of March 6, 2001 to the Commissions that the creation
of security future products provides an important opportunity “to develop more risk-
sensitive, portfolio-based approaches for all securities, including secur/ity options and
security futures products.”



Q 22 Arc there other ways of meeting the comparability standard in
setting margin levels for offsetting positions? For example:

(a) 1s it nccessary to consider a long or short security futures position
to be comparable to a long or short position in an underlying security
for the purpose of determining margin for offset positions that only
involve security futures and options contracts? If not, commenters are
asked for specific recommendations on alternatives,

We believe that it is appropriate to consider a long or short security futurcs position to be
comparable to a long or short position in the underlying cash equity. Security futures
ought to behave exactly like the underlying stock; the risk of loss in cither product ought
to be the same assuming a liquid futures markel. As a result, we believe that the value of
security futures for offset or in strategies ought to be the same as that allowed to cash

equities.

{b) Docs the comparability standard necessitate that initial and
maintenance margin requirements for strategy-based offsets be set at
different levels?

No. I[nitial and maintenance margin should be the same. This is consistent with the
treatment accorded to both listed and over-the-counter options by Regulation T and Rule
431. Applying the same levels to initial and maintenance would also facilitate crealing a
rule paralle] to the securities margin account rule within the futures margining regime.
Since margin for a contractual obligation (like a futures contract) is not an extension of
credit, but rather the posting ot a performance bond, the concept of initial futurcs margin
is very different from the concept of initial margin in the context of a margin loan by a
broker-dealer. 'T'his is particularly true when a risk-reducing new position is added to the
portfolio. To the extent that a rule were to require a higher level of initial margin than
maintenance margin in respect of listed derivatives posilions, a customer who elected to
offset its risk exactly by entering into an offsetting trade would be required to post
additional margin when purchasing or sclling the new position, even though the overall
risk of the portfolio falls dramatically as a result of the offset.

(223 Are the proposed time limits for collection of margin
appropriate for security futures?

We believe that the proposed time limits for collection of margin are impractical since
they are inconsistent with the time periods applicable (o other products booked in the
accounts. In order tor firms to be able to properly administer margin within customer
accounlts, it is important that lime limits applicable to margin calls be consistent across ail
products booked in the same account structure. We believe that the time limits sct forth
in Section 220.4(c}3) ot Regulation T, /.e., 2 busincss days beyond the standard
settlement cycle, or T+35, should apply to all securities products, including sccurity
{futures, booked in the securities account. Similarly, we believe that the shorter time
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period, i.e., one trading day, applicable to settlement of margin calls within the futures
account ought to apply to margin calls effected from that account.

Q 24 Are there preferable alternative methods for meeting the dual
filing requirements for margin rule changes? For example, should
designated contract markets and DTFs file a rule certification with
the CFTC at the same time as the proposed rutle change is submitted
to the SEC, and then file a new certification only if the proposed rule
change is modified? Or, should an entity be able to choose whether to
file a certification with the CFTC after SEC approval of such
proposed rule change or at the same time as filing the proposed rule
change with the SEC? Commenters are asked to he specific with
respect to the costs and administrative convenience of the proposed
procedures or any alternative procedures they submit for the CFTC's
consideration,

We believe that it is problematic that securitics cxchanges, unlike futures exchanges,
cannot raise margin levels in an expedited manner as market conditions dictate. Under
new Section 19(b}{4)(7) of the Exchange Act, rulc changes by futures exchanges,
including changes to increase margin levels, become effective upon filing (although they
are subject to certain abrogation rights). Rule changes, including proposals to increase
margin levels, submitted by securities exchanges typically do not become effective until
publication for comment and review by the SEC. In light of the disparity in treatment as
well as the need, from time to time as market conditions dictate, to raise margin levels,
we request that the SEC be responsive to SRO rule filings in this area and act quickly to
allow them to take effect. The SEC should alse consider whether the CFMA and the
FRB Delegation Letter together provide the SEC additional flexibility in this arca.

Non-Numbered Questions:

The CITC invites public comment on the application of the cost-
benefit provision of Section 15(a) of the CEA in regard to the
proposed rules. Commenters are also invited to submit any data that
they may have quantifying the costs and benefits of the proposed
rules.

The SEC requests comments on all aspects of this cost-benefit
analysis, incloding identification of any additional costs and/or
benefits of the proposed rules. The SEC encourages commenters to
identify and supply any relevant data, analysis and estimates
concerning the costs and benefits of the proposed rules.

The SEC requests comments, data, and estimates on all aspects of the
costs of implementing Regulation T provisions pertaining to security
futures.



The SEC requests comments, data and estimates on all aspects of the
costs associated with the margin level described in Propused SEC
Rule 402(h)(1).

We believe that the proposed rules, particularly the imposition of Regulation T to the
futures account, impose significant systems, personnel and training costs on firms
without any attendant henefits. None of the public policy benefits that have been
attributed to Regulation T, e.g., protection of broker-dealers against excessive credit
cxposure to customers, protection of investors against excess securities credit, regulation
ot the amount of the nation’s credit resources dedicated to speculation in securities {and,
accordingly, away from other, more productive uses), and protection of securities markets
from undue fluctuations and disruptions caused by excess credit, are met by this proposal.
Given the burden of building a separate infrastructure to deal with the product in the
futures account, the imposition of different margining periods for the product within the
margin account and the complete lack of clarity regarding how Rule 431 would apply to
the product, the Associations believe that introduction of security futures under the
proposed rules would result in a significant increase in systemic risk.

The propased rules have not properly identified the risks inherent in the product. The
strategy-based requirements, which we agree are appropriate for security futures in the
context of a margin account (as an interim measure pending adoption ol an appropriate
portfolio margining regime to cover all products booked in the margin account), should
be made consistent with Rule 431. In addition, the requirements, particularly those
relating to offsets, should recognize that security futures are the economic equivalent of
cash equities. Treatment of security futures in the same manner as cash equities would
reduce the risk of creditor losses on concentraled positions.

The SEC requests comments, data, and estimates on all aspects of the
costs associated with the proposed calculations for margin on security
futures, inciunding whether Proposed SEC Rule 402(b)(1) under the
Exchange Act is likely to require these entities mentioned above to
increase the number of staff, or result in additional resource burdens,
to perform and implement the required calculations.

As discussed above, the Associations believe that application of the proposed rules to
futures accounts would require FCMs 1o increase the overall size of their margin stafl and
would require them to hire new personnel who are expert in carrying out calculations
under Regulation T and Rule 431.
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The notification requirement under Proposed SEC Rule 402(e) is
likely fo result in various miner costs, including personnel time for
preparing the notification by any means of communication, and
sending such notification by a broker, dealer, or member of a national
securities exchange that is required to send a notification to its
creditor because it has ceased be an exempted borrower. The SEC
requests comments and estimates on the costs associated with this
notification requirement.

The Associations do not have any comments.

The SEC requests comments, data, and cost estimates relating to the
(ime limits for collection of margin requirements.

To the extent that Regulation T is amended (o allow for ditferent time periods for margin
collection for security lutures, there would be significant costs incurred by broker-dcalers
in administering the non-conforming rules. Moreover, as a delinitional matter, it is
unclear how margin calculations could be accurately performed for the account since
Regulation T does not allow for two different margin calls in respeet of any trading day.
Under Regulation T, calls are made on a net basis based on equity and margin deficiency
on a given day.

To assist the SEC and the CFTC in their evalunation of the costs and
benefits that may result from the proposed rulemaking, commenters
are requested to provide analysis and data relating to the anticipated
casts and benefits associated with the proposed rules. Specifically, the
SEC and the CFTC request commenters to address whether the
preposed rules would gencerate the anticipated benefits or impose
additional costs on U.S, investors or others.

‘The proposed rules would impose additional costs and burdens on investors since they do
not accommaodate offsets within an existing account type and, thus, are likely to promote
establishment of multiple accounts. Investors would have the credit cxposure caused by
maintaining multiple accounts and will be burdened by having to receive multiple
account statements. Moreover, the complication of imposing Regulation T to a futures
account is likely to lead to customer confusion.

To assist the SEC and the CFTC in their evaluation of the costs and
benefits that may result from the proposed rulemaking, commenters
are requested to provide analysis and data relating to the anticipated
costs and benefits associated with the proposed rules.

All of the elements of the Exchange Act margining, customer protection and insolvency
framework work together, and it does not make sense Lo use one picce of the framework
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‘The margining, customer protection and insolvency tframework for FCMs contained in
the Commodity FExchange Act (the “CEA”) and the CFTC’s rules under the CEA are
fundamentally different from those established for hroker-dealers under the Exchange
Act. Unlike Regulation T, the CFTC does not imposc an account based margining
system or impose margin on a pasition by position basis. In addition, FCM customers do
not get the benefit of SIPC insurance in the event of an insolvency but rcly, instead, on

rigid segregation rules.

The Exchange Act regime and the CEA regime are both effective and Jegitimate
approaches to regulation and have resuited in relatively few broker-dealer or FCM
bankruptcies. We strongly support the joint decision to allow customers trading security
futures to elect which regime to use. We believe that that election should give the
customer all of the benefits of the particular regime that they have elected, including
margining (as distinct from the actual margin levels). We do not believe that it makes
sense (o pull discrete pieces {from one of the regimes (such as Regulation T} and super-
impose them on the other regime.

We believe that requiring market participants to retool futures accounts to superimposc
Regulation T margining will result in extremely high costs without any attendant
benetits. We agree with the findings of Paul H. Kupiec and A. Patricia White in a study
performed by them of Portfolio Margining Systems that *“I'he porttolio margining system
embodied in SPAN (i e., the Standard Portfolio Analysis of Risk system used for all
currently traded fitures contracts at both the clearing level and the customer level)
provides substantially the same market risk protection as the strategy-based system of
Reg T....” We do not believe the costs involved in requiring retooling of the futures
systems or the potential customer confusion caused by combining one regulatory regime
with another are outweighed by any benefits provided by Regulation T, which we believe
produces imprecise and, at times, overly conservative results. We strongly recommend
that the CFTC and the SEC adopt margin rules that recognize that the margining regime
to be applied flows from the type of account into which the positions are booked, ie.,
[ulures account vs. a margin aceount,

The SEC requests comments on the impact of the proposed rules on
com petition, efficiency and capital formation.

The SEC invites commenters to address whether the proposed rules
would have a significant economic impact on a substantial number of
small entities, and if so, what would be the nature of any impact on
small entities. The SEC requests that commentcers provide empirieal
data to support the extent of such impact.

The proposed rules will impede the ability of broker-dealers and FCMs to roll out
security futures on a timely basis and may lead tirms that would otherwise have oflcred
the product to decide not to offer the product at all. The proposal will require a
significant amount of systems development work, particularly by FCMs. The personncl
and ongoing administralive costs to FCMs in implementing the rules would also add to
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overhead at a time when firms are in the midst of an cconomic recession and are looking
to cut costs.

The proposal is likely to increasc the number of errors made in calculating margin in any
account that contains security futurcs. This risk is applicable to both securities margin
accounts and to futures accounts. Because the proposed rule singles oul security futures
under both regimes, rather than piggy-backing on the existing infrastructure and treating
security futures in a manner similar to other products covered by the regime, more
manual oversight and intervention will be required 1o implement the rule. One example
of how the proposal will increase the administrative burdens on personnel monitoring
margin accounts is the requirement that margin calls for security tutures be made over a
ditterent time period than margin calls for other positions held in the account. This
requirement will make it significantly more difticult for broker-dealers, particularly
smaller broker-dealers having smaller margin stafls, to accurately calculate the required
margin for the account and ensure that calls have been made and mct on a timely basis.
Firms maintaining futures accounts will also have difficulties and a high risk of error in
making margin calls given the different regime that the proposed rules impose on security
futures. FCMs will have te carry out a minimum of two margin calculations — onc for all
of the futures positions held in the tutures account and another for the sceurity futures
positions. (iven that most FCMs are not also broker-dealers, they are unlikely to have
personnel in place who understand the implementation of Regulation 'I' and the
mechanies of making margin account style calis.

'I'he proposal also creates a substantial amount of legal uncertainty. The most noticcable
example of this is the failure of the proposal to address how Rule 431 would be applied to
sceurity [utures in the context of a margin account.

Finally, the proposal undermines the efficiencies currently in place within the futures
account structure, which relies on portfolio margining. Rather than building on the
strengths of the existing margining systems {Such as the efficient and risk-appropriate
purtlolio margining regime adopted by the futures industry), the rule attempts to put into
place a new framework which builds exclusively on one component of the existing
securitics account margining regime.
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